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WHAT'S NEEDED TO IMPROVE YOUR CHANCES
OF GETTING A LOAN
Ed Anderson
Vice President
Norwest Bank South Dakota
Rapid City, South Dakota
First of all, I would like to take this opportunity to thank Chris Dinkel
for asking me to be on your program today. Secondly, 1 would like to ten
you a little bit about the organization that 1 am working for. As of October
1st of this year, we have changed our name again; we are now called Norwest
Bank South Dakota and for those of you who haven't heard about our reorgani
zation, 1 might explain just a little bit about it. Approximately one year
ago, Norwest Corporation out of Minneapolis decided to reorganize along busi
ness segment lines, and realizing that agriculture is one of the main indus
tries served by Norwest Corporation in the upper Midwest, they elected to
place more emphasis on agriculture than they had in years past and in organi
zing along business segment lines this is one of the major business segments
that they wish to emphasize in the future. Subsequent to that they took a
look at South Dakota, and realizing that South Dakota represents one of their
largest agricultural areas, and the fact that it is the only state in which
they have branch banking, it was decided to combine the affiliated banks
within South Dakota under one bank to more efficiently serve the customers
and to be recognized as a major provider of funds for agriculture in South
Dakota. Representatives of the four affiliates, namely, Sioux Falls, Rapid
City, Aberdeen, and Watertown, have been working on this task since last
spring and it finally came together the first of October when we received
our new charter naming us as Norwest South Dakota. Total footings of this
bank are in excess of $1.5 billion and total outstanding ag lines are at
$285 million. My job in this new environment is Agricultural Business Seg
ment Leader for most of Western South Dakota and includes portions of Montana,
Wyoming, North Dakota, and Nebraska.
Enough about myself and the institution that I work for. 1 have been
assigned a topic of "What's Needed to Improve Your Chances of Getting a Loan"
and 1 feel that this is a very challenging, difficult task with the present
condition of many agricultural borrowers today. I would like to emphasize,
however, that contrary to what many of you read in the newspapers and the
talk on the street, 1 feel that agriculture, by and large, is in very healthy
hands. Recent surveys indicate that there is a fairly high percentage of
agricultural producers that either have no debt at all, or are in a very good
position financially. 1 feel that 1 am in a good position to attest to this
myself inasmuch as my job involves looking at loan reports and financial
figures on our borrowers on a daily basis. It is surprising to me with the
adverse prices that we have had over the past several years and our increased
costs of production that it is possible for some of these borrowers to be in
as desirable a position financially as they are. However, with the subject
I've been assigned, 1 guess this is not the type of people that I'm supposed
to be addressing today, but we need to take a look at the people on the other
end of the spectrum that are probably more highly leveraged and are looking
at new sources of financing.
Let's just quickly take a look at some ratios, and a very simple one
to begin with is a leverage ratio, or a debt to equity ratio, that translates
to a more common term, net worth, which I believe everyone understands. In
defining this let's assume that we are talking about $100 worth of assets.
Under current pricing structures of our products, most lenders are looking at
an individual that has an equity ratio of 30%, or he owes $30.00 for every
$100.00 in assets. Most lenders, I believe, would say that this scenario
would be a relatively safe position and that the borrower would be eligible
to go most anyplace of his choosing to borrow money. You might even say that
when he gets to a 50% ratio that he is still in relatively good position,
provided his condition has not deteriorated substantially in the past year or
two. This type of line, however, it is felt, needs to be supervised closely,
the cost needs to be monitored, and a little bit of -belt-tightening is needed
in order for the individual to turn the operation around and get himself into
a better position. When we get to a 70% equity position, this is of concern
to most lenders and these types of credits are normally put on a watch list
and future lending activity may be cutback or at least curtailed to some
degree. When we get to a 70% debt to equity position, it becomes very diffi
cult for a borrower to shift financial institutions. 1 recall back to when
I first started my banking career; most lenders were net worth lenders. In
other words, if the individual coming in to apply for a credit had an ample
net worth for what he was asking, usually no questions were asked and the
credit was extended without much regard to repayment ability. Subsequent to
this era, some bankers got to be cash flow lenders with very little regard
for the net worth. In other words, if an individual could come in and prove
to the lender that the enterprise that he was going to undertake would be a
financial success, very little regard was given to the net worth of the in
dividual and the credit was extended. I believe that Norwest Bank, formerly
known as First National Bank of the Black Hills, has always been in the
position that they have been a combination of both. They like to see a good
net worth, but they also like to see a cash flow to prove how the individual
is going to be able to repay debt. I am giving you this information leading
up to what we like to see a borrower bring in when he comes in to apply for
a credit and those things that give him an edge over someone that comes in
without any information.
Let's assume that the prospective borrower is in a 60% debt to equity
position and comes in and approaches the lender for a new line of credit.
The first thing that I must emphasize, and probably the most important thing,
is to be honest. If you've had some adversities, be up front with them.
Your chances of getting a line of credit are much better if you're honest
than if you try to hide or mask anything. Most astute lenders were not born
yesterday. They know valuations and in their daily routine, they analyze
cash flows, so it is very difficult to pull the wool over their eyes. Spend
a great deal of time documenting your case. Be positive about your numbers,
about your acreage, about your carrying capacity, about weights that have
been received on your calves and lambs in the past and what you realistically
anticipate for the future. Know what your fixed costs are and also know what
the variable costs are that you could eliminate or cut back in order to better
assess your management capabilities. Do not, and I emphasize this, do not
come in with a sense of urgency that the loan has to be acted upon immediately.
After the lender has had ample time to go over the figures and to visit your
ranch, he still needs time to possibly confer with other lenders and have time
to think about it.
Several years ago, when I was acting in the capacity of a field man,
I had the opportunity to visit one of our better borrowers and have a look at
his operation. I came away with the feeling that he was not possessed with
the hard worth ethic that we see in so many of our producers and wondered if
he was just a little bit lazy because in our conversation he indicated how
much time he spent in the house reading periodicals and keeping up on some of
the new happenings and also spending a lot of time analyzing his operation.
I've often reflected back on that borrower and have continued to monitor his
success over the years and feel rather than being lazy, he was probably using
his energies in the right place. He knows where he's at on a daily basis and
he knows where he's going. Even during the most critical times of the year,
even during calving, and lambing, and haying, I think that the good operator
takes a certain amount of time to sit down and reflect about, his operation,
about the financial end of his operation. He spends some time analyzing his
books rather than just writing down figures to see where he's at in compari
son to last year, two years ago, five years ago and where he might be headed
in the future.
The lender will require when receiving a request for credit, that a
balance sheet be submitted. A balance sheet, or a financial statement, shows
you the health or the condition of the credit at a given point in time. It
does not reflect what has gone on in the past or what may happen in the future.
This, to most producers, is just a piece of paper that is necessary when you
talk to your banker. I submit to you that for your own purposes, a financial
statement is not adequate at just one time in the year. It should be done on
your own at various times throughout the year whenever there are significant
changes in the pricing situation, or when weather conditions affect your
operation.
Another item that is necessary in a financial analysis is a cash flow
statement. What do you anticipate doing for the next,year or the next six
months, or whatever time interval you are requesting the credit for. Is it
a positive cash flow; if not, are there sufficient reasons to indicate that
the financial health of your operation will remain good even in times of ad
versity and when you have to project calf prices in at $200 per head and
lambs at $25 per head. As you can realize, our bank deals primarily with
grazing livestock enterprises. For this reason, we break everything down on
an animal unit basis. In the past we have broken down, not only the carrying
capacity, but the costs of an operation on an animal unit basis. However,
with the advent of the computer, we are now breaking down every entity on the
cash flow statement on an animal unit basis and if you were to do so by pencil,
or by using your computer, you might be surprised at what some of the items on
your budget would be. For example, short term interest expense alone, as it
has escalated in the past several years, is not uncommon in the $40-$50 range.
Land payments on some of the budget forms we look at approach $100 per animal
unit. As you can see, some of these fixed costs nearly equal the anticipated
sale price of the offspring without reflecting any of the variable costs such
as fuel, living expenses, supplies, and tools, etc.
I might say that it is not necessary to have a banker to assist you in
analyzing these. Anyone with a good set of books and a little time can sit
down and determine where the money is going. While analyzing this, you might
want to do some "what-if-ing" or enterprise analysis. Oftentimes a change in
operation can significantly alter the complexion of a credit. What are your
marketing procedures? Have you been marketing your livestock during the
same week of the year for the past 15 years? Have you analyzed from market
reports when the highs and the lows occur traditionally throughout the year?
I guess if we look at the first two weeks of November we realize that with
the heavy runs, 5,000 to 6,000 per sale, and then go back and analyze the
November market on calves, for example, for the last 5 or 6 years we will
realize that generally, this is the low point in the cycle. In looking at
this, is there some way that you can alter your marketing procedures to hit
the high cycle? When are the high cycles? It may take a change in the manage
ment procedures to accomplish this, but I think that this is worth talking to
your banker about when seeking a new credit, whether or not you are flexible.
Do you have alternate methods of management in mind? If you are a strictly
cow/calf operator could you better utilize your grass by reducint the number
of cows and switching to a cow/calf/yearling operation?
I guess I'm not saying that if you are one of those 60, or 70, or 80%
debt to equity position producers that the probability of obtaining new
credit is hopeless. Our bank is quite management oriented. If we can pick
out someone with good management potential or who has good existing manage
ment practices, we will go a lot further with the individual than if we feel
that the management practices are slipshod or lacking. When I talk about
management practices, I do not necessarily mean that you have to wean a 600
pound calf, but we look at all phases of management practices, including
financial management. We see some good operators that have the ability of
producing high weights every year, but their financial management is atrocious
and they have very little, if any, idea of what their costs of production are.
I talked earlier about the debt to equity ratio and.this is a very im
portant one. However, there are some other ratios that I would like to men
tion to you that lenders look at very seriously and I guess the one that we
look at the closest is the livestock to loan ratio. In other words, what is
the valuation of your livestock today and what is your debt against them.
For example, if your livestock values are $100,000 and you have a debt of
$50,000 we feel that this is a very desirable position to be in and that we
are, then, equal partners with you in the venture. The closer to 100% loan
to livestock, or as in the previous scenario, $100,000 debt against $100,000
worth of livestock, then we are no longer partners, but we, in fact, own all
of the livestock,' and you are just merely managing them. We look at this as
being your current portion of debt, or which would equal your current ratio.
There may be other things involved, such as other liquid assets which would,
again, alter your ratio. The debt to equity is an overall picture taking into
consideration not only the short term, or current, position but also the
intermediate and long term position. It is feasible to have a very heavy short
term debt but with very little debt against real estate which would still
leave the operator with a sizeable net worth. Another possibility for where
your short term debt is out of focus is to shift or realign your debt struc
ture. We have seen instances in the past where our short term debt got out
of balance because we have provided funds for real estate improvements pri
marily because the borrower did not want to go back to the long term lender
to sacrifice an existing interest structure, or for some other good reason.
But there does come a time when the short term lender feels that it would be
prudent to realign some of this debt to get the short term debt back into a
more bankable position.
Back in September, I had the opportunity to give a talk in Denver and
happened to share the program with Bill Swan, past president of the National
Cattlemen's Association. In Bill's presentation, he intimated that an econo
mical unit was probably in the area of 700+ cows. I believe Mr. Swan's state
ment was valid to an extent, however, I'm not sure that bigger is always
better. It certainly does spread certain fixed assets out over a greater
base and, if the management is capable of.handling an operation of this size,
profits may be more easily come by. However, in disagreeing with Mr. Swan,
we have seen a number of very good small operations and by that I mean in the
150 to 200 animal unit range. The reason I'm bringing this up is that we have
been working with a few operators with problem credits and it has been their
decision, along with our advice, to possibly curtail their operation or
possibly cut back on the size. This may mean dropping a lease or possibly
listing a portion of the ranch for sale. .1 understand that with real estate
sales the way they are that this may be a bitter pill to swallow, but, if it
means an improvement in your debt equity position, it may be something to
consider.
